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ABSTRACT: An alarming number of banks have been failing in
the past decade. One possible variable that led to the
downfall of many banks is the fact that their investments were
valued below market. On the balance sheet, bank's investments
are required to be reported at historical cost. Users of
financial statements were, therefore, misled by the actual
value of a bank's investments because the amount recorded was
higher than the current market rate. As a result, the
Financial Accounting Standards Board has begun a project to
determine if market value accounting should be required on the
financial statements. Two phases of the project, which dealt
with increased disclosures of market value data, have been
completed. An additional phase, however, is still in progress
to determine if financial statements should report certain
assets at market value. The scope of my research study is to
provide a general framework of historical cost accounting and
the financial instruments project, analyze the pros and cons
of market value accounting, and provide a recommendation
concerning the use of market value accounting on the financial
statements. From the articles read, discussing the banks'
needs as well as the financial industrys' needs, I have
proposed a compromising solution. In general, a bank's
investment securities should be valued at market to maintain
fair disclosure of financial information to users.
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In the past decade, financial institutions have been failing
at a disturbing rate. There are many theories as to why banks have
shown such poor performance. One reason is because the state of
the economy in the eighties drove down the value of a bank's
investments. On the balance sheet banks are required to value most
of their investments at historical cost. This can be misleading
when market value is lower than original cost because the
investments have experienced unrealized losses which are not
recognized. If the market value of investments remains lower than
cost, bank's are essentially holding assets which are generating
large unreported losses. Consequently, this will mislead the
financial statement users as to the bank's assets.
The importance of this issue has been addressed by the
8 Financial Accounting Standards Board. A recent proj ect has been to
assess the historical cost principle currently used and determine
whether market value accounting is needed. The following analysis
will provide background information about historical cost
accounting and the financial instruments project. Furthermore, the
pros and cons of market value accounting will be discussed which
will lead to a personal recommendation regarding market value
accounting for financial institutions.
Background
The primary purpose of financial statements is to report the
financial status of a company to interested users. These users
consist of stockholders, investors, creditors, and other concerned
parties. In order for the financial statements to be regarded as
8 fairly presented, all statements must be prepared according to
recognized either ~t~ face of the statements or disclosed in the
notes following the financial statements. For example,




Generally Accepted Accounting Principles (GAAP). These principles
are set forth by the Financial Accounting Standards Board (FASB) to
ensure that financial reports provide information that is useful
for evaluating the economic condition, performance, and underlying
riskiness of an enterprise.
Within the core of GAAP exists standards for determining when
specific items should be recognized in financial statements and how
they should be measured. Certain financial information should be
income statement, while the depreciation methods used for assets
must be disclosed in the notes to the financial statements.
The current requirements for measurement of most financial
instruments, as required by GAAP, are under the historical cost
principle. This cost basis requires that assets and liabilities be
carried and reported at book value which equals the original cost
minus any accumulated depreciation or amortization. When an asset
or liability is first acquired, the original cost is the fair value
of the resources expended or received at acquisition. Subsequent
market fluctuations, however, usually are not recognized or
disclosed until the item is sold or settled. In other words, if
the market value of an investment is currently lower than the
acquisition value of the investment, the investment is not written
down to market and is reported on the balance sheet at the higher




Nevertheless, there are some exceptions to the historical cost
principle. Assets and liabilities are sometimes adjusted for
subsequent events and are reported at current market values.
Various reporting entities including mutual funds, broker-dealers,
investment companies, and pension plans carryall such instruments
at market value.1 Another example of a deviation from historical
cost, is an asset whose recoverability is in doubt. In this case,
the asset is written down to current market value because this, if
any, is the actual amount that will be received.
One further exception to the historical cost principle is FAS
No. 12 which requires marketable equity securities (MES) to be
reported at the lower of aggregate cost or market. The amount by
which a marketable equity securities portfolio's aggregate cost
exceeds its market value, due to temporary declines in value,
should be recognized as an unrealized loss. Unrealized losses on
current MES are reported in the income statement, while unrealized
losses on noncurrent MES are reported as a direct reduction of
stockholder's equity. If in future periods the portfolio's
aggregate market value increases, the recovery is recognized only
to the extent of unrealized losses previously recognized.2
Although there are minor exceptions to the historical costing
principle, this basis still constitutes GAAP and is required by the
FASB for most financial instruments.
In recent years, many accountants have expressed concern over
the historical costing viewpoint and feel that present accounting




today's financial instruments. Consequently, they feel that the
financial statements as a whole may be misleading to potential
users. The increase in the number and complexity of transactions
has raised additional questions as to whether the historical cost
model is still appropriate. Accountants argue that current
standards do not provide a workable framework for dealing with such
complex transactions.3 In the past, the standard setting bodies
have responded to this issue by concentrating on particular
transactions or industry groups without forming a general standard
for practice.
FASB Financial Instruments proiect
The FASB, under advice of the Securities and Exchange
Commission (SEC), has begun a major project to address financial
instrument measurement and disclosure. This project, which began
in May of 1986, is said to be one of the most complex ever
undertaken by the FASB.4 The project is broken down into three
phases. The first phase concentrated on financial instruments with
off-balance sheet risk of accounting loss and resulted in the March
1990 issuance of Statement of Financial Accounting Standards No.
105 entitled, "Disclosures of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations of Credit Risk." This statement requires
disclosures about the extent, nature, and terms of financial
instruments with possible risk of loss not shown on the financial
statements.5 For example, the possibility that future changes in




disclosed. Other requirements include disclosure of counterparties
that are involved in coinciding activities which may be similarly
affected by changes in economic or other forces. This standard
does not, however, deal with market value recognition, measurement,
or classification of financial instruments in the financial
statements.
The second phase of the project produced FAS No. 107 in
December of 1991. This statement introduces the "Disclosures about
Fair Value of Financial Instruments" by requiring all entities to
disclose the fair value of financial instruments. The financial
instruments include both assets and liabilities in the statement of
financial position which are fairly estimateable. If estimating
the fair value is not practical, then disclosure of descriptive
information pertaining to estimating the fair value of these
instruments is necessary. Certain instruments such as post-
retirement benefit plans, insurance contracts, and warranty
obligations are not included under FAS No. 107.6
Although these two phases have heightened the disclosures
necessary, the FASB is split on attacking the third part of the
project. This phase while still in its early stages of adoption
will eventually require companies to value assets, namely
investment securities, at market value and report this amount on
the face of the financial statements. In recent months, the
Securities and Exchange Commission has strongly urged the FASB to
issue such a standard. A major reason for SEC pressure in the




"cherry-picked their investment securities accounts to produce
'instant' profits."? This is said to be done by selling those
securities that have risen in value while holding onto those that
have declined in value and reporting them at historical cost.
Market Value for Banks
The market value standard, if enacted, will have the greatest
impact on banks. As a result, the banks have been lobbying to
prevent market value requirements for their financial statements.
The current chairman of the Federal Reserve, Alan Greenspan, is
strongly opposed to the SEC's campaign. Greenspan states that
forcing banks to value only some assets at market prices "would
likely reduce the amount of securities banking organizations are
willing to hold, and thus, adversely affect bank liquidity."s
Prior to 1938, banking organizations were required to use
market value accounting for their investment portfolios but this
was later abandoned because of concerns over its effect on banks'
financial performance and investment decisions.9 The SEC claims
that market value accounting is needed once again to fairly state
the value of a bank's investments to its creditors and
shareholders.
The basic argument that arises is whether the current
requirements are sufficient for valuation of a bank's investment or
whether the SEC is correct in urging the reporting of the fair
values directly on the statements. The current requirements under
GAAP require depository institutions to have fair market values of




realized when the bond is sold or disposed of. Equity securities,
on the other hand, are reported at lower of aggregate cost or
market provided they are readily marketable for sale. Realized
gains and losses are similarly reported on the income statement
when the stock is converted. As the marketable equity is held,
unrealized losses due to changing market forces are also reported
in the consolidated balance sheet as a reduction of investment
securities and as a reduction, net of taxes, in stockholder's
equity.
The final note disclosure is a reconciliation of book values
to market values of investment securities (Appendix 3). As
explained, the difference between market value and book value of an
investment portfolio is due to fluctuations of the interest rate.
These interest rate swings are shown by the unrealized gains and
losses in the reconciliation. First Chicago Corporation had more
unrealized losses in 1990 because the market value of securities
decreased relative to the book values.
It is important to recognize, however, that the first three
categories for investments in Appendix 3 are debt securities.
These include: u.s. government and federal agency, State and
political subdivisions, and Other bonds, notes, and debentures.
The unrealized losses on these securities alone is $19 million as
compared to the $5 million in unrealized gains. The resulting $14
million net loss is quite substantial for the debt securities held
by First Chicago.




reported at lower of cost or market. The spread between unrealized
gains and losses is much narrower than that of debt securities.
The unrealized losses of $38 million are offset by the unrealized
gains of $44 million to produce a net gain of $6 million. The
relative dollar values of equity securities as compared to debt
illustrates the leverage that banks have with marketable equity
securities. By using lower of cost or market, banks have the
ability to sell equity securities to maximize net interest income
while allowing for acceptable levels of risk, including liquidity
and interest rate sensitivity.ll
Market Value - Cons
The banking industry as well as the FASB see many difficulties
in the adoption of market value accounting. First of all, as
proposed by the SEC, the vaiuing of certain portions of banks'
assets at market values would give a distorted picture of the
institution's balance sheet. A move to fair value for only assets
may also raise significant concerns as to the credibility of
financial reporting. Along with investment securities, banks argue
that certain liabilities should also be valued at market prices.
Without this, an institution would be forced to recognize losses in
its fixed-income portfolio resulting from rising interest rates but
could not offset this by the increasing value of its liabilities.12
To illustrate the offsetting process assume the following:
The market value of an investment decreases by $20. relative






In addition, the market value of a related liability is






As shown from the entries above, the loss on the investments will
be directly offset by the gain from the decreased market value of
the liability. In this example, assuming both the gain and loss
are realized on the income statement, there will be no net effect
on earnings.
Another disadvantage of market value accounting for investment
securities is that it will create too much volatility on bank
earnings and capital. Requiring banks to value their portfolio at
market value will greatly reduce their ability to control
unrealized market gains and losses. More specifically, short term
movements of the interest rate will create swings in net income and
could potentially cause damages to capital already under pressure
from the troubled banking industry.13 Current federal regulatory
agencies require banks to maintain a minimum capital balance. The
minimum requirements are usually expressed as a percentage of total
assets. Failure to meet these minimum regulatory standards can
result in closing of the bank.M
The use of market value accounting causes questions concerning
the proper treatment of unrealized gains and losses. Under FAS No.
12 short-term unrealized losses on marketable equity securities are
reported on the income statement while long-term unrealized losses




method report unrealized gains and losses? If unrealized gains
were reported, this would go against the basic accounting principle
of conservatism. Generally, under conservative accounting, gains
are only recognized and reported when actually earned. The FASB
also has to decide where the unrealized gains and losses will be
reported. If on the income statement, then earnings will be
affected and if part of stockholder's equity, then total capital
will be changed. The timing of the unrealized gains and losses is
another important regard. Will they be recognized monthly,
quarterly, or annually? These questions are difficult to answer
and need be considered by the FASB since market value accounting
involves circumstances that deviate from the basic accounting model
of realization and recognition.
Banks also oppose market value accounting because it will
change the make up of their investment portfolios dramatically.
Banks will eventually hold less securities and will acquire only
short-term investments not subject to wide market fluctuations. In
turn, such portfolios will reduce the liquidity of banking
organizations .15 Bankers argue that this would lead to an
overemphasis on short term results and performance.
One of the greatest difficulties that seems to arise from the
market value approach is the measurability of market values for
certain securities. Investment securities that are traded on the
market can readily be converted into current values on a regular
basis from market quotations. The majority of banks securities,




claim that over 60% of a bank's assets are not publicly traded and
would be difficult to value at market .16 Because active trading
markets do not exist for the majority of assets, fair market values
would have to be estimated. Estimates on the financial statements
are inherently risky and could limit comparability and reliability
of financial data. Market value estimates would also make
financial statements prone to error and manipulation. Ironically,
this could increase rather than diminish the uncertainty about the
true financial condition of depositories. Estimates of market
value data may ultimately result in costly practices that do not
yield many benefits.
Market Value - Pros
Proponents of market value accounting have different views as
to the effects of market value information. Since no publicly held
entity should knowingly misstate the value of its assets to its
creditors and shareholders, the market value approach is
justified.17 When financial statements are issued the users will
be better informed as to the financial stability of the
organization and can make better investment or credit granting
decisions from this information.
In the case for market value accounting, advocates also claim
that a better estimation of a bank's capital would be obtained
which will strongly indicate the institutions ability to handle
business and financial risks. In other words, during periods of
falling interest rates the market values of investment securities
reported on the financial statements will better indicate how the
12
accounting, the motivation by the institution to either avoid
recognition of a previously unrealized loss or cause the




organization is affected during difficult economic conditions.
The usage of book values typically hides substantial unrealized
losses of a depository institution. Accordingly, market value data
could report more clearly the losses sustained and the possible
future financial troubles of an undercapitalized financial
institution.
Further arguments for market value accounting are that price
volatility of investment securities could discourage some banks and
thrifts from investing in long-term bonds in order to minimize
instability in reported capital and earnings. IS Thus, risk taking
by banks would be less and a shift to safer portfolios will allow
managers to use better leverage against true economic risks.
In addition, advocates claim that gains trading will be
eliminated by market value requirements. The tendency to sell
assets that have a high market value while holding onto those
investments that are low relative to market is a strategy used by
banks to record large gains and hide unrealized losses. These
practices tend to raise the likelihood of failure with remaining
assets valued well under the historical cost. With market value
Under current GAAP, financial institutions are already
required to disclose market value figures for their investment
securities. The valuation issue, therefore, is not one of great
concern. The estimates used to facilitate the current requirements
13
for investment and are expected to be held to maturity. Such
investments are to be reported at historical cost. The next
category of investments are booked in the held for sale account and
8 of disclosure would be sufficient to value investments at market.
Proponents urge that banking institutions are in the best position
to value their own resources and that their estimates of true
economic values would be more useful than precise data about
historical costs.w
Market Value - Com9romise Positions
Since such an array of defenses for and against market value
accounting exist, a viable solution would likely cause one side to
raise opposition (Refer to Table 1 for an overview of the pros and
cons of market value accounting). In approaching a resolution, the
costs and benefits must be weighed and the relative values assigned
to each.
Because of the recent uproar from banking institutions, there
8 have been many alternatives proposed for market value accounting.
One reasonable alternative that would accomplish the SEC's goal
would be to adopt the Investment Portfolio Policy and Accounting
Guidelines which are currently in effect for savings institutions
monitored by the Office of Thrift Supervision. Under these
regulations, all assets must be categorized at the time of
purchase. The first category includes those assets that are held
are expected to be sold or converted before the maturity date.
These assets are recorded at lower of cost or market, adjusted
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8 economic risks. The third and final category holds investments
that are held strictly for trading purposes. These are intended to
be used to generate profits for the bank. Accordingly, such
investments are valued to market monthly. 21
The problem with the forementioned approach is the
categorizing of investments for market valuation. How feasible is
it to predict which investments will be held to maturity and which
will be converted prior to maturity? It would likely be difficult
because investments are normally converted or sold when market
forces dictate. The ease of classification would be contingent on
the market which is not itself easily predictable. Another point,
is that once a security is put into a particular category what type
of restrictions are placed on its sale or exchange? For instance,
8 if a security is classified into the held for investment category
will the asset be required to be held to maturity? One further
comment that warrants attention is the additional costs involved.
Each individual investment will presumably be disclosed in the
financial statements with corresponding market values attached and
the investment securities could no longer be reported as an
aggregate portfolio.
Another approach to the market value dilemma is to require
greater disclosures of raw data. This alternative would require
banks to disclose additional information that could be evaluated by
the financial statement users in calculating their own market value
estimates. The particular disclosures would include asset quality
and credit risk, interest rate risk, and future cash flows.
8 16
8 Further disclosures would break down the liabilities with
individual credit ratings assigned to each loan. This would allow
users to make independent appraisals of the adequacy of the loan
reserves. This recommendation would be less costly to the
financial institutions because such raw data is easily accessible
from internal management systems. Moreover, the problems of data
subjectivity and verification would be reduced because the users
are responsible for generating and analyzing the estimated market
values.22
There are obvious disadvantages to a requirement for increased
disclosures of raw data. First, users would be responsible for
interpreting the raw data, even though, the financial statement
preparer is normally better qualified to analyze the data.
8 Furthermore, users may not have the time or resources to
independently analyze the raw data and determine market value
estimates. In the light of such consequences, investments in and
credit granting to banking institutions could subside because of
the considerable time and effort needed to interpret the financial
statements.
Market Value A Recommendation
Based on my own conclusions, I believe that some type of
market value reporting of investment securities should be required
for financial institutions. It is obvious that market value
figures will produce financial statements that manifest information
which is both relevant and material to the user's decision making.
In the proposed market value model, the debt securities should
8 17
8 be recorded at market value while the equity securities remain
under lower of cost or market accounting. This will reduce a
bank's capability in hiding unrealized losses on debt securities
while still allowing for some market leverage with respect to the
equity securities. Consequently, banks will be more conservative
in their security purchases. The new portfolio of thrift
organizations will contain debt securities of a less risky nature
that are held for a short-term period.
In addition to reporting investment securities at market,
liabilities will also be carried at market. This will facilitate
the offsetting of gains and losses desired by banks. It will also
allow users to see the true value of a bank's loan liabilities
during periods of market fluctuations. The rationale for liability
8 valuation is that a bank's balance sheet primarily consists of
financial instruments and the effects of changes in the market
should be reflected for the entire enterprise in the period of
change.23
Under this market value reconunendation, the estimates of
current value data for investment securities should be the same as
required under current GAAP. The market value estimates of
liabilities should similarly be calculated. Actively traded
liabilities, such as options and bonds, should be valued at the
prices obtained directly from the market. If liabilities are not
traded on the market, the present value assigned to the burden
should be determined by discounting the contractual obligations at
an implicit interest rate. This implicit rate is the rate of
8 18
8 interest that financial markets would demand for cash flows having
similar risks.24 Nevertheless, the inherent limitations of
estimates would require the documentation of the market value
estimates made by management to be fairly extensive to facilitate
the verification of market values during an audit.
An additional requirement for this proposal is that market
value data be readjusted quarterly and related unrealized gains and
losses be recorded simultaneously. The recording of short-term
unrealized gains and losses will be reflected on the income
statement, while long-term adjustments to market will be made
directly to stockholder's equity on the balance sheet. The
institution's earnings as well as capital will be affected by such
adjustments to market but not to the extent anticipated from
8 previous solutions. The major benefit of recognizing unrealized
gains and losses in such a manner is that earnings will be more
clearly represented at the issuance of the financial statements.
The resulting statements will reflect the true condition of the
banking institution and provide a basis for well informed decision
making with low additional costs to banks.
8 19
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First Chicago Corporation and Subsidiaries
~
' ~ ~--~~-~ ' - - --
-~--
December 31 (Dollars in millions)
~
-.
8 Assets .Cash and due from banks-noninterest-bearing ...............................
Due from banks-interest-bearing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Federal funds sold and securities under resale agreements . . . . . . . . . . .. ..........
Trading account assets. . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . .
Investment securities (market values-$1,802 in 1990 and $2,30,5 in 1989) ,.,..
Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . I. . . . . . . . . . . . . . . . . . . . . . . . .
Less Allowance for credit losses . . . . .
Loans, net. . . . . . . . . . . . . . . . . . . .
Premises and equipment .........
Accrued income receivable . . . . . . .
Customers' acceptance liability. . .
Currency options purchased. . . . . .









Demand . . . . . . . . . . . . . .
Savings .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Time. .........................................
Foreign offices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Total deposits . .
Federal funds purchased and securities under repurchase agreements .
Commercial paper. . . . . . . . . . . . . . . . . . . . . . . .
Other funds borrowed. . . . . . . . . . . . . . . . . . . . . . . .
Long-term debt . . . . . . . .
Acceptances outstanding. . . . . . . . . . . . . . . . . .
Currency options written. . . . . . . . . . . . . . . . . . . .
Other liabilities . . . . . . . . . . . . . . . . . . . . . .. ..............




Preferred stock-without par value, authorized 1,5,000,000 shares
Outstanding:
Series A ($ ,50 stated value )-2,410,000 shares. .
Series B ($100 stated value)-1,191,000 shares..
Series C ($]00 stated value)- 713,800 shares... ....
Convertible Series A ($,50 stated va~ue )-2,1,51,4,51 shares. .










Number of shares authorized 150,000,000 100,000,000
Number of shares issued ()6,089,900 6,5,721,077
Number of shares outstanding. . . . .. . .. . . . . . . . 66,005,971 65,284,176
Surplus . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Translation adjustments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Th~.........................................................
Less Treasury stock at cost, 83,929 shares in 1990 and 436,90] shares in 1989 . . . . .
~ ~ ~-~
~ ~~ ~Stockholders' equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Total liabilities and stockholders' equity . . . . . . . . . . . . . . . . . . . . . . . . . . . .


















NOTES TO CONSOLIDAT~D FINANCIAL STATEMENTS
First Chicago ,Corporation and Subsidiaries
8
NOT E 1 - Summary ~f Significant Accounting Policies
The consolidated financial statements for First Chicago Cor-
poration ("the Corporation") and subsidiaries have been
prepared in conformity with generally accepted accounting
principles. A description of those accounting policies of
particular significance follows:
(a) Principles of Consolidation
The consolidated financial statements of the Corporation
include the accounts of all subsidiaries more than 50 per-
cent owned. All significant intercompany accounts and
transactions have been eliminated in consolidation.,
, (b) Intangible A8scts
Goodwill, representing the cost of investrpents in subsid-
iaries and affiliated companies in excess of the fair value
of net assets acquired, is amortized on a straight-line basis
over periods ranging from 10 to 25 years.
~~~
Other intangible assets, such as the value of acquired cus-
tomer lists, core deposits and credit card relationships; are
amortized using various methods over the periods benefited,
ranging from 3 to 17 years.
8
,(c) ~nvestment Securitie8
Investment securities include both debt and equity securi-
ties. Debt securities are stated at cost, adjusted for amor-
tization of premium and accretion of discount. Gains and
losses are computed using ,the specific identification method.
Designation as an investment security is made at the time of
acquisition and is based on the intent to hold the security
for long-term investment. If this intent changes, the secu-
rity is carried at the lower of cost or market ,value.
Equity securities, principally venture capital investments,
are stated at the, lower, of aggregate cost or market value.
Realized gains and losses and unrealized permanent impair-
ments in value are reported in noninterest income as equity
securities gains.
(d) Trading Account Activities
Trading account assets are stated at market value. Realized
,and unrealized gains and losses on trading account activities
are reflected in,noninterest income as trading account profits.
(e) Foreign Exchange Trading
Trading in foreign currencies is an integral part of the Cor-
poration's activities. Trading positions in these currencies,
including spot, forward, futures and option positions, are
, valued at prevailing market rates on a present value basis.
Realized and unrealized gains and losses are included in
. nonihterest income as foreign exchange trading profits.
8
(I) Inte,re8t Rate Contracts ,
'
The Corporation enters into a variety of interest rate con-
,
tracts in its trading activities, and in the management of
its interest rate exposure. ,I '
Interest rate futures and forward contracts, options, interest
rate swap agreements, interest rate caps and floors, and for-
ward rate agreenients used in trading activities are carried
at market value. Realized and unrealized gains and losses
are included in noninterest income as trading account
profits., However, where appropriate, compensation for
credit risk and ongoing servicing is deferred and taken
into income over the term of the contracts.
Realized and unrealized gains and losses on interest rate
contracts designated as hedges are deferred and recognized
as interest income or interest expense over the lives of the
hedged assets or liabilities. Income or expense on other
interest rate contracts used to manage interest rate exposure
is recorded as an adjustment to the yield of the underlying
assets or liabilities over the periods covered by the contracts.
(g) Nonperfonning Loan8
Loans, which include lease financing receivables, are con-
sidered nonperforming when placed on nonaccrual status, or
when terms are renegotiated to below current market rates.
Loans, other than credit card loans, are placed on non-
accrual status when, in the opinion of management, there
are doubts as to collectibility of interest or principal, or
when principal or interest is past due 90 days or more, and
the loan is not well secured and in the process of collection.
Interest previously accrued but not collected is reversed and
charged against interest income at the time the related loan
is placed on nonaccrual status. Principal and accrued inter-
est on credit card loans are charged to the allowance for
credit losses when 180 days past due.
Interest payments received on nonaccrualloans are recorded
as reductions of principal if principal payment is doubtful.
Loans are considered to be renegotiated when the yield on
the renegotiated assets is reduced below current market
rates by an agreement with the borrower. Generally this
occurs when the cash flow of the borrower is insufficient
to service the loan under its original terms. Subject to the
above nonaccrual policy, interest on these loans is accrued
at the reduced rates.
(It) Other Real E8tate
Other real estate includes assets that have either been
acquired in satisfaction of debt ("assets owned") or sub-
stantively repossessed ("in-substance foreclosures").
In-substance foreclosures occur w.hen the market value of
the collateral is less than the legal obligation of the borrower
and the Corporation expects repayment of the loan to come
only from the collateral. Other real estate is recorded at
fair market value at the date of transfer. Any valuation
adjustments required at the date of transfer are charged to
the allowance for credit losses. Subsequent to acquisition,
other real estate is carried at the lower of cost or fair mar-
ket value, based upon periodic evaluations that consider
changes in market conditions, development and disposition
21



















The results from foreign' operations include a provision for
credit losses of $6 million. in 1990, $175 million in 1989
and $101 million in 1988. The provisions in 1989 and 1988
were primarily for exposure to troubled-country debtors.
I
Results from foreign operations in 1989 also included
a $30 million charge to income, reflecting the decisions
to sell or otherwise reduce certain investments that have
exposures to troubled-country debtors.
Because many of the resources employed by the Corporation
are common to both its foreign and domestic activities, it is
difficult to segregate assets, related revenues and expenses
into their foreign and domestic components. The amounts in
the preceding tables are estimated on the basis of internally
developed assignment and allocation procedures, which to
some extent are subjective. The principal internal alloca-
tiohs used to prepare this information are described below.
The allocation of corporate overhead expense is based on
internal allocatio~s appropriate to individual activities.
I
Total assets and revenues reflect the allocation of loans and
related interest income among geographic areas based on
the domicile of the customer. Deposit placements and related
revenues are allocated among geographic areas based on
the domicile of the depository institution. Capital, with the
exception of capital at foreign subsidiaries, has been allo-
cated to domestic operations.
Net income reflects the allocation of contractual interest
spreads among geographic areas on the bases described
above. Differences between contractual spreads and actual
funding results are reflected in the earnings of the areas '
providing the funding. Distribution of certain fee income
among geographic areas is reflected on the basis of services
rendered.
)
Certain tax benefits related to the utilization of the 1987 net
operating loss were allocated to foreign operations, and
amounted to $21.1 million in 1989 and $95.8 million in 1988.
Expenses incurred for the benefit of another geographic area,
including certain domestic administrative expenses, are
allocated to the area benefited.
NOT E 6 -. Inve8tm~nt Securitief
Investment securities in the consolidated balance sheet at
December 31, 1990 and 1989, are summarized as follows
(in millions):
Book Unrealized Unrealized Market












U.S. government and federal agency.
States and political subdivisions. . . .
Other securities ( 1)
Bonds, notes and debentures ..
Equity securities . . . . . . . . . .
Total. . . . . . . . . . .
(I) The market values for certain securities for which market
quotations are not available have been estimated.
At December 31, 1989, gross unrealized gains on investment
securities totaled $102 million, and gross unrealized losses
totaled $50 million.
For the years ended December 31, 1990, gross debt invest-
ment securities gains were $9.7 million, and gross debt
investment securities losses were $2.2 million. The appli-
cable income taxes were $2.9 million. Net debt investment
securities gains (losses) were $1.1 million and $( 7.1) million
for the years ended December 31, 1989 and 1988, respec-
tively. Applicable income taxes (benefits) were $0.6 million
and $(4.4 ) million, for the years ended December 31, 1989
and 1988, respectively.
Gross proceeds from the sales of debt investment securities
were $257 million, $184 million and $759 million for the
three years ended December 31, 1990, 1989 and 1988,
respectively. .
Information about the maturity distribution of debt invest-
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